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Taxation Section 
Edited by J. A. L. Gunn, F.1.C.A. 


PrivATE COMPANIES 


Rebate under s. 107 granted only where company has paid or ts liable to pay 
additional tax on undistributed income 


In Commonwealth Income Tax Law and Practice the writer expressed the 
opinion at p. 733 that a company is not “liable to pay tax” until it has been 
issued with an assessment under Division 7 and that, therefore, any distri- 
bution made prior to the issue of the assessment is not subject to the rebate 
provided by s. 107. However, the Commissioner has recently issued the 
following ruling to the Taxpayers’ Association of New South Wales: 

“The provisions of Section 107 permit a rebate being granted in respect 
of dividends paid wholly and exclusively out of any amount in respect of 
which the company paying the dividend has paid or is liable to pay private 
company tax. Under these circumstances it is the practice of the Department 
to grant rebates on dividends paid wholly and exclusively out of amounts 
upon which the company is liable to pay private company tax although at the 
time of the distribution of the ‘dividend an assessment therefor has not been 
issued.” 

For the reasons stated by Mr. D. P. Fyfe in The Chartered Accountant in 
Australia, December, 1943, at pp. 190-191, and by “Claudius” in the 
December, 1943, issue of The Australian Accountant, the writer main- 
tains, with respect, his original opinion, with the unimportant modification 
that, strictly, the liability to additional tax under Division 7 arises when the 
assessment is actually made. However, as the existence of such an assessment 
is unknown to the taxpayer company until it receives the relevant notice of 
assessment, the original opinion stands for all practical purposes. 


Whether “last-in-first-out” rule or “proportionate” rule applies in making 
appropriations 

The following question has been addressed by the Taxpayers’ Association 
to the Commissioner : 

“A second question of very general application arises where there are both 
debit and credit entries in the profit and loss appropriation account or in 
reserve accounts. The question raised is what rule of appropriation should 
be foliowed in ascertaining the constituent parts of the balance remaining 
in the account. It has been generally understood that the Department 
followed the rule of ‘last-in-first-out’ (Commercial Banking Co. of Sydney 
Ltd. v. F.C. of T., 23 C.L.R. 102), but doubts are now expressed as to 
whether the ‘proportionate’ rule (Resch v. F.C. of T. and a decision of the 
Board of Review quoted in Gunn, Commonwealth Income Tax Law, page 
735) should be applied. 














THE AUSTRALIAN ACCOUNTANT 


“The example taken by Gunn at page 734 of Commonwealth Income Tax 
Law is typical of many actual cases and illustrates the widely different results 
obtained by applying these alternative rules. 

“It would be of considerable assistance to taxpayers if you would indicate 
which method of apportionment will be followed by your Department. 

“If the adoption of the simpler ‘last-in-first-out’ rule should, in your 
opinion, be applied, then a further question arises, viz., whether the subsidiary 
apportionment of the 1939 profits as made in Mr. Gunn’s example at the 
foot of page 734 is either necessary or warranted. Would not the fact that 
the balance of 1939 profits (£12,120) exceed the amount taxed under 
Division 7 (£11,190) be sufficient to render rebateable any dividend from 
those profits up to £11,190?” 

The example referred to above was as follows: “The balance to the credit 
of the profit and loss appropriation account at 30 June, 1941, is made up as 
under. Against each year is shown the amount in respect of which the 
company has paid tax under Division 7. 


Income year Profits remaining Amount subject 
ended in appropriation to tax under 
30 June account Division 7 
1937 £10,487 £12,219 
1938 12,350 9,670 
1939 14,820 11,190 
1940 7,230 7,890 


1941 5,290 4,887 


Credit balance brought forward, 
B-Boy, BOWE is ce ce we oe GRAIG 





“The company sustained a loss during year ended 30 June, 1942, of 
£15,220, which was deducted from the carried forward credit balance at 
1 July, 1941, reducing that sum to £34,957. 

“Applying the ‘last-in-first-out’ rule, the loss of £15,220 should be 
allocated as follows— 





Whole of 1941 profits .. .. .. .... .. £5,290 
bei a ek i oo 
Portion of 1939 profits .. .. .. .. .. 2,700 
£15,220 
“The profits remaining in the appropriation account are therefore— 
Income year Profits remaining Amount subject 
ended in appropriation to tax under 
30 June account Division 7 
1937 £10,487 £12,219 
1938 12,350 9,670 
See 11,190 
| ee ae eae 2,700 
——— 12,120 





Credit balance, 30 June, 1942 .. £34,957 


“With regard to income year ended 30 June, 1937, although the sum of 
£12,219 has been subjected to tax under Division 7, only £10,487 is actually 
available for distribution. 


JAN. 
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“With regard to income year ended 30 June, 1938, only £9,670 has borne 
tax under Division 7 and that sum is the maximum available for distribution 
subject to rebate under s. 107. 

“With regard to income year ended 30 June, 1939, although £11,190 bore 
tax under Division 7 and that sum is less than the balance of the profit 
actually available for dividend, viz., £12,120, the whole of the £11,190 is 
not available for distribution subject to rebate under s. 107, as the following 
adjustment is required to be made— 

“It is considered that the 1939 profits, £14,820, contributed proportionately 
to the absorption of the balance of the 1942 loss, £2,700. In this view, that 
portion of the 1939 profits which has borne tax under Division 7, £11,190, 
must be reduced proportionately : 





1939 profits remaining after absorbing Amount which has 
balance of 1942 loss of borne tax under 
1939 profits Division 7. 
12,120 





14,820 of £11,190 = £9,151. 


“The sum of £9,151 is the amount subject to the rebate under s. 107 
which is available for distribution.” 

The Commissioner replied as follows: 

“The second question is whether the Department is still following the rule 
of ‘last-in-first-out’ in the allocation of appropriations out of profit and loss 
account. The reply is in the affirmative. The question of appropriation 
from reserves, however, is dealt with on the principle followed in the Resch 
case, i.e., that the appropriation comes rateably from the amounts of which 
the reserve is made up. 

“The secondary apportionment on page 734 of Mr. Gunn’s book is 
considered to be correct and is in accordance with Departmental practice. 
This is an apportionment of one year’s profits, part of which has borne 
private company tax and part of which has not borne that tax. The portion 
of profits of the year used to recoup the loss would naturally come propor- 
tionately from the whole of the year’s profits.” 


Recoupment of Losses of Previous Years 


A third enquiry was addressed to the Commissioner by the Association : 
“Another class of case which is not uncommon is illustrated in the following 
example— 


The Profit and Loss Appropriation Account shows: 


De. Balance, SO/G/S8 0. 22 oe ce oe ce oe SILO 
Profits year 30/6/39 .. .. 1. «2 oe « £2,000 
Profits year 30/6/40 .. .. .. .. .. .. 3,500 
Profits year SO/G/41 2... 26 02 0 «s 3,000 
Profits year 90/6/42 .. 2. 20 05 00’ oe 3,500 
Profits year 30/6/43 .. .. .. .. .. .. 3,500 
£15,500 

Cr. Balance, 30/6/43 .. .. .. .. «. «- «- 4,500 





£15,500 £15,500 





Losses carried forward under Section 80 left no taxable income for 


the years 30/6/39 or 30/6/40. 
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“Owing to the exhaustion of the four year period the profits of the year 
30/6/41 were assessed and a sum of £2,500 was assessed under Section 104. 
Can this amount of £2,500 be distributed under Section 107, or must it be 
assumed that the profits of the year 30/6/41 were applied to recoup past 
losses ?” 

The Commissioner replied as follows: 

“The third question asked was in connection with the distribution of 
profits upon which the company had paid private company tax although 
it had an unrecouped debit balance in its profit and loss account. 

“I informed you in this regard that the question of whether the company 
could claim that it had distributed the profits concerned was a question of 
fact. Company law does not compel a company to recoup past losses out 
of subsequent profits before it distributes dividends to its shareholders and, 
consequently, it is not out of a company’s power to make a distribution. 
But it will be necessary to demonstrate that it has not in fact used the 
profits concerned to recoup the past losses. 

“Tf, in the example quoted in your letter, the company credited the profits 
of the year ended 30th June, 1941, to the profit and loss appropriation account 
and brought down a debit balance as at the Ist July, 1941, it would be 
evidence that the profits concerned had, in fact, been used to recoup the past 
losses, and the Department would take the view that it did not have the 
profits of that year available for distribution at some subsequent date. 

“The only safe method of ensuring that the profits concerned were avail- 
able for distribution would be for the shareholders at the annual meeting 
at which the profits concerned were dealt with to show by resolution that 
such profits were not being used to recoup past losses and to place them in 
some account where they were not shown in the books as having been so 
used.” 

PREMIUM PAYABLE ON REPAYMENT OF LOAN 


A Finnish company had been formed by the taxpayer company for the 
purpose of manufacturing and supplying to the taxpayer company the wood 
pulp required by it in its business of manufacturer of newsprint. The 
taxpayer company beneficially owned the whole of the shares of the Finnish 
company. Prior to 1933 the taxpayer company had advanced to the Finnish 
company sums amounting to £319,600. On 11 November, 1933, the two 
companies entered into an agreement for funding this indebtedness. Its 
essential features were as follows: (i) The Finnish company agreed to issue 
to the taxpayer company 680 notes (which were freely assignable) of £500 
each, amounting in all to £340,000, which was £20,400 more than the amount 
outstanding in respect of principal. That is to say, these notes were issued 
at a discount of 6 per cent. (ii) The notes were to bear interest at 1 per cent. 
above the lowest discount rate of the Bank of Finland during each year but 
in no case higher than 10 per cent. per annum. (iii) The notes were to be 
repaid over a period of 21 years. (iv) Each note was to be redeemed at a 
premium of 20 per cent. in a certain event. The question for decision was 
whether the discount and the premium were to be treated as income or capital 
receipts for the purpose of English income tax. Held by the English Court 
of Appeal that the discount and the premium were capital sums and the 
taxpayer company was not assessable to income tax thereon (Lomax v. Peter 
Dixon & Co. Ltd. [1943] 2 All E.R. 255). 

As explained in the editorial note to the above case, interest on a loan is, 
properly speaking, payable for the use of the money or as a recompense to 
the lender for being kept out of his money. A payment or recompense made 
to the lender because there is a risk that the money lent or some part of it 
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may never be sepaid is a consideration of a different kind and is, in fact, a 
provision for capital depreciation. 

The difference between the two classes of receipts is illustrated by a 
comparison of the facts in /.R. Coms. v. Thomas Nelson & Sons Ltd. (1938) 
22 Tax. Cas. 175 with those in the present case. As Lord Greene M.R. 
pointed out at [1943] 2 All E.R. p. 258 in Nelsons’ case, where the rate 
of interest was 3 per cent., “the agreement provided (and this is the 
important matter) that on payment of the principal sums or any part thereof 
there should be paid a premium varying with the date on which such 
principal sums or any part thereof should become payable. From this it 
appears that the amount to be paid by way of premium must have been 
calculated by reference not to any element of capital risk, but to the period 
of the loan whichever it might turn out to be.. .” 

The following is an extract from the judgment of the Master of the Rolls 
at p. 260: 

“I will now consider the case of an ordinary issue of debentures by a 
limited company. If the credit of the company is good and the security an 
ample one, the issue can be made at par at a normal reasonable rate of 
interest. If the company’s credit and the security offered are exceptionally 
good, the issue can be made at a premium. In such a case the calculation 
of the rate of interest which the subscriber will receive on the capital which 
he invests is a simple matter. It will be less than the nominal rate, but this 
does not entitle the subscriber to avoid taxation on the difference between 
the nominal rate and the actual rate. He is taxed on what he in fact receives. 
The premium which he pays is capital. He pays it because the security which 
he is getting is a particularly good one. Here the excellence of the security 
is expressed in terms of capital. Such a company, however, may prefer to 
issue its debentures at par but at a lower rate of interest. Here the excel- 
lence of the security is expressed in terms of interest. The subscriber receives 
less interest but does not pay a premium. Actuarially the result is the same 
in both cases, but the subscriber pays less tax in the latter case than he 
does in the former because his income is less. Now let me take the opposite 
case where the credit of the company and the security which it offers are not 
such as to enable it to offer its debentures at par at a normal rate of interest 
applicable to sound securities. The object of the company is to make its 
issue attractive and various alternatives are open to it. It may make the issue 
at par but give a high rate of interest. Here the defect in the security is 
dxpressed in terms of interest. The whole of the interest is unquestionably 
income and is taxable as such although the high rate of interest is in part 
attributable to the capital risk. Another course which the company may take 
and for commercial reasons probably will take is to fix the rate of interest 
at a more normal level and make the issue at a discount; or it may make the 
issue at par and offer a premium on redemption; or it may combine both 
methods. Here the defect in the security is expressed in terms of capital. 
I venture to think that no business man would regard the discount or the 
premium as anything but capital matters. In each case the result is the 
same—the subscriber is paying for a more or less hazardous investment 
less than the figure at which it is to be redeemed and in exchange has to be 
content with a lower rate of interest. Another way of making good the 
defect in the security would be for the company to take out a guarantee 
policy. In such a case the issue might be at par. The subscriber would be 
paying more for a safer investment than he would have paid if the guarantee 
policy had not been taken out. No one would suggest that the premiums 
paid by the company were part of the subscriber’s income. Yet the policy 
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would be playing exactly the same part as would have been played by a 
reduction in the issue price or the offer of a premium on redemption or a 
combination of the two.” 

ROYALTIES 

The Full High Court, by majority (Latham, C.J., and Rich, J— Williams, 
J., dissenting) affirmed the decision of Starke, J., in United Aircraft Cor- 
poration v. F.C. of T. 

The facts were as follows: 

The taxpayer company, a manufacturer of aircraft engines and spare parts, 
is incorporated and carries on business in U.S.A. In 1937 the taxpayer 
company and an Australian company (a manufacturer of aircraft in Australia ) 
entered into a written agreement whereby the taxpayer company licensed the 
Australian company for a specified period to manufacture and sell certain 
aircraft engines and spare parts within Australia and New Zealand. The 
agreement included the right to use within Australia and New Zealand all 
designs relating to the engines covered by letters patent or registered designs 
owned or controlled by the taxpayer company within Australia and New 
Zealand. In fact, the taxpayer company had no letters patent for any 
invention in Australia. Accordingly, the Australian company did not exercise 
any rights in respect of any industrial or other property of the taxpayer 
company owned or situate in Australia. The Australian company agreed to 
pay $50,000 and specified royalties on engines and parts manufactured by it. 
Such payments were to be made to the credit of the taxpayer’s account with 
its bank in New York in New York funds current at the time of payment. 
Royalty payments at a cost in Australian currency of £5,092 were made to 
the taxpayer company in New York and the taxpayer company was assessed 
to Commonwealth income tax in respect of this sum. As the taxpayer 
company was a non-resident the only arguable question was whether the 
sum of £5,092 was assessable income derived, directly or indirectly, from a 
source in Australia. Held that the income in respect of which the taxpayer 
company «was assessed was not derived directly or indirectly from any source 
in Australia and the company was not liable to Commonwealth income tax 
thereon. 

Latham, C.J., based his conclusion on the facts that the taxpayer company 
“did nothing in Australia and owned no property in Australia.” His Honour 
made a very important point of the fact that the company “did not in fact 
own any Australian patents or any designs registered in Australia.” 

In the course of his judgment, Rich, J., said: “It is, I think, necessary to 
emphasise the fact that at no material time has the respondent company 
owned or had any interest in any patents in Australia.” 


PAYMENTS BY EMPLOYERS TO EMPLOYEES ON ACTIVE SERVICE 


In Louisson v. C. of T. [1942] N.Z.L.R. 30, the New Zealand Supreme 
Court held that the appellant taxpayer was not assessable to New Zealand 
income tax in respect of a sum received from his civilian employer being the 
difference between his military and his civilian pay. 

This decision has been overcome by a recent retrospective amendment to 
the New Zealand Act (s. 3 of Finance Act, 1943). The employer is, as 
before, allowed a deduction of amounts so paid to an employee but not in 
excess of the rate of wages or salary payable to him at the time he was called 
up, or £4 per week, whichever is the less. The employee, on the other hand, 
is assessable in respect of the whole of the amount received from his 
employer, including any part thereof which is disallowed to the employer. 
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INCOME OF A SCIENTIFIC INSTITUTION 

The appellant is a company incorporated in Victoria. Its objects, shortly 
stated, are to promote activities securing the improvement of surgical science 
and the greater efficiency of its members in the field of surgery. For all 
relevant purposes, all the members of the appellant are surgeons practising 
their profession in one of the Australian States or New Zealand, and have 
been admitted as Fellows of the College. Scientific meetings are held and 
literature is distributed dealing with surgical matters. The College maintains 
a technical surgical library and publishes a surgical journal. It administers 
funds devoted to surgical research; it arranges for collection and collation 
of records; it has established a school for post-graduate surgical education, 
and gives evening lectures on surgical subjects. 

The appellant derived income for the income years 1940-41 and 1941-42 
from interest on investments, and was assessed on such income. The appellant 
objected on the grounds that its income was exempt from income tax by 
virtue of s. 23 (e) of the Income Tax Assessment Act, 1936-1941. 

Held unanimously: that the appellant College is a scientific institution 
within the meaning of s. 23 (e) of the Income Tax Assessment Act, 1936- 
1941, and consequently its income was exempt from tax. (Royal Australasian 
College of Surgeons v. F.C. of T., not yet reported.) 





A CoMPANY IN WHICH LITTLE oR No CapiTAL Is REQUIRED 
War-time (Company) Tax Decision 


The following is an important decision by the High Court of Australia 
relating to s. 14 (d) of the War-time (Company) Tax Assessment Act 
(Incorporated Interests Pty. Ltd. v. F.C. of T.): 

In the year ended June 30, 1940, the taxpayer company, whose paid up 
capital was £200, earned £26,354, being commissions received under agree- 
ment from several companies carrying on the business of insurance brokers. 
In addition, its assessable income included net dividends, interest and rents 
totalling £3,361. The company contended that, to the extent that its taxable 
profit consisted of such commissions, it was exempt from war-time (company) 
tax under s. 14 (d) of the War-time (Company) Tax Assessment Act, which 
provides that that Act shall not apply to a company (with certain exceptions) 
“in which little or no capital is required, to the extent to which the Com- 
missioner is satisfied that its profit arises from commissions, fees or charges 
for services rendered.” The assets from which the dividends, interest and 
rent were derived were bought out of accumulated profits, and no portion 
of such assets were required to earn the commissions. Held by majority 
(Rich, Starke and Williams, JJ.; Latham, C.J., dissenting) that the words 
of s. 14 (d) referred to the capital expenditure required for the conduct of a 
business such as the taxpayer company in fact carried on. The case was 
therefore remitted for the purpose of determining whether the taxpayer 
company carried on, as part of its business, the investment of its funds. The 
taxpayer company’s appeal was dismissed on reference back to the Chief 
Justice. 
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Private Company Taxation 
By J. M. GREENWOOD, A.I.C.A. 


It has been demonstrated that a private company which withholds profits 
from distribution long enough to attract liability under s. 104 can obtain 
taxation benefits which place the “unit,” comprising company and share- 
holders, in a more favourable position than would obtain if those shareholders 
were partners in the same business. 

Take, for example, a company with two equal shareholders. The company’s 
profit and taxable income is £10,000. The shareholders each have a private 
taxable income of £5,000. 


Company pays: 
Normal tax .. .. .. .. .- £10,000 @ 6/- 
Section 104 tax— 
Taxable income .. .. .. .- £10,000 
Less normal tax payable 
(deducted by election) .. 3,000 


£7,000 
Less s. 104 tax paid, say .. 3,363 


£3,637 @ 18/6 = = 3,363 


£3,000 








Total tax payable by company .. .. .. .. -. -- 46,363 


As a partnership the same two people 
would pay, in all, £10,000 @ 18/6 = £9,25 





The company, after paying its taxes, has £3,637 left to distribute to 
shareholders free of tax. The two partners have only £750 left to spend 
between them. The difference of £2,887'is tax at 18/6 in the £ upon the 
tax deductions allowed of £6,363, less the normal tax of 6/- in the £ which 
the company alone pays. 

Apparently the Government is now investigating this matter, possibly as 
a result of representations made by partnerships and sole traders, and is 
evidently seeking taxpayers’ reactions to proposals that deductions for s. 104 
tax paid be withdrawn, and that private company tax be assessed, possibly 
upon election, as though the members were not incorporated. 

The principles here involved are fundamental. Is a company a corporation 
with separate existence from its members, as we have been taught from 
babyhood, or is it not? If not for income tax, why is it for, say, bankruptcy? 
Why have companies at all, if any revenue-thirsty Treasurer can disregard 
their separate entity when it will pay him to do so? If the revenue can do 
this, why should it be advantaged to the detriment of private creditors? 
Then consistency. If the revenue can collect an individual’s tax from the 
company which he has formed, why not allow the company to deduct the 
bad debts which it has taken over from and which were returned as assessable 
income by the individual? Or the balance of the sinking fund for improve- 
ments effected by him upon leasehold property where the lease is transferred 
to his company? There is too much official having your cake and eating it 
in our income taxation. 
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Simplicity has been the professed aim of Royal Commission and Taxation 
Simplification Committee alike, but taxpayers have now come to regard 
simplicity in the same heavenly light as the promised land. Probably sim- 
plicity can never be attained in taxation, without sacrificing something of 
equity, especially whilst tax rates remain high, but it is making confusion 
worse confounded to compel private company proprietors to make the 
many elections present and proposed, which determine the quantum and 
incidence of their taxation, e.g., deduction of ordinary tax “paid” or “pay- 
able” ; partnership tax or company tax; company to pay or individual to pay. 
Some of these are irrevocable, others are not; some are thought to be the 
former, but turn out to be the latter. Not Solomon himself could make all 
the right decisions so as to produce the best results in the “future all 
unknown.” 

Equity must be considered in the light of Adam Smith’s first canon, namely, 
the “respective abilities” of the subjects to contribute “in proportion to the 
revenue which they enjoy under the protection of the State.” 

Equity requires that two subjects who form a company should not, for 
that reason alone, contribute £2,887 less than two subjects in partnership. 
The equitable solution, therefore, is to make the calculation of tax the same, 
as has been suggested by the Taxation Advisory Committee. But the 
problem is how to do this without violating the sacred and independent 
person of the company; of how to avoid the terrifying complications of 
elections ; of how to assess in reasonable time and with regularity; of how 
to enable the checking of assessments with preservation of any secrecy desired 
by individuals regarding their private sources of income; of how to prevent 
the shareholder with a small income bearing something of the burden of his 
more opulent fellow. If the shareholder pays, the complication arises of 
how to collect actual tax upon theoretical income if the company either does 
not, will not, or cannot place in his hands the necessary funds. 

Suppose in the above example the private company loses its deduction for 
s. 104 tax paid. Its tax would be increased by £3,111 (3,363 x 18/6). This 
leaves the company paying £224 more than the partnership. One solution 
to this problem would be to provide for a rebate available to those companies 
which care to demonstrate to the Tax Department that as partnerships they 
would pay less. 

There is no difference in principle between allowing a deduction for s. 104 
tax paid, and allowing one for normal tax paid or payable. The individual 
does not receive a deduction for any tax which he pays. Therefore, it might 
be advisable to relieve the company of normal tax either by lifting it entirely 
or by allowing it as a credit against the s. 104 tax which would be calculated 
upon the same taxable income, as super tax is allowed against War-time 
(Company) Tax, and thus ensure a regular first payment to the Treasury. 
The rebate under s. 107 would under this system by retained. 

Possibly the most satisfactory solution consistent with equity, simplicity 
and company law would be to strike an average flat rate which would be 
levied upon the taxable incomes of private companies without any deduction 
for taxes paid or payable. Some system of rebate might then be devised to 
meet cases where the tax levied upon the total unit differs from that of a 
partnership. 

In the New South Wales Act introduced by Mr. E. S. Spooner in June, 
1936, there was no allowance for private company tax paid in the calculation 
of tax under Division 9, and a flat rebate was introduced “to remove tax- 
payers from the complicated rebate system . ... when they have not the 
facilities to check the amounts at issue.” With a private company the latter 
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objection does not usually apply, and in any case, what could be more 
complicated than the application of the present s. 107 which requires the 
profits which have borne private company tax to be kept intact so that 
dividends can be paid wholly and exclusively out of them? 

Company accountants are now better versed in income tax considerations 
than in the days of s. 16 (b) (iii), and, moreover, we now have the Resch 
decision governing reserves, and we know that the Department follows the 
“last in first out” method for appropriation accounts in the absence of special 
appropriations by the shareholders. Consequently a system which brought 
in a private company dividend as taxable income in shareholders’ hands, but 
allowed a rebate of the tax paid by the private company, would not now 
present many of the old difficulties. 

Concurrently with the above, it might be possible to introduce some 
allowance to enable producers and traders to build up reserves in preparation 
for the post-war period, but any concession of this nature should in my 
opinion be available to companies and individuals alike. 





War-time Responsibilities of Business Executives 


By C. L. S. Hewitt, B.coM., A.I.C.A., A.C.A.A. 


National Security (Exchange Control) Regulations 


Amendments to these regulations which were gazetted on 13th December, 
1943, include a new part setting out the control of proceeds from exports. 
The amendments require exporters to apply for a licence to export goods, 
and the granting of a licence is subject to conditions relating to the manner 
of payment and the currency in which the proceeds are to be paid. Shipping 
documents must be deposited by the licensee with the Commonwealth Bank 
of Australia. 


National Security (Coal Mining Industry Employment) Regulations 


An amendment to these regulations provides for the establishment of a 
Central Coal Authority for the prevention or settlement of any dispute as 
to industrial matters in relation to the wages, rates of pay, or terms or 
conditions of employment of members of the Australian Coal and Shale 
Employees Federation in the coal mining industry. 


National Security (Egg Industry) Regulations 

By ‘an amendment to these regulations a producer is restricted from using 
in any hotel, boarding-house, or other business which is owned or conducted 
by the producer, eggs produced by any fowls or ducks under his control. 
Provision is made for a permit to be granted for such use by the Common- 
wealth Egg Controller. 


National Security (Mobilisation of Electricity Supply) Regulations 

An order issued under these regulations repeals the Control of Electricity 
Order No. 1. The new order sets out the terms and conditions upon which 
electricity may be used for interior and exterior lighting, and prohibits the 
use of electricity in any shop window, advertising or decorative sign, etc. 
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Economic Worth in Cost Accountancy 
By Lestre W. IrwIn, A.F.1.A., A.A.LS., A.C.A.A, 


By reason of his training, the Cost Accountant is not only a recorder, but 
also an interpreter of managerial data. It is imperative that attention should 
be given to those economic aspects of accounting which are also his function. 

For instance, the purchase of new machinery, or the adoption of new 
methods of production, demands that the Cost Accountant express his opinion 
in such a form as to assist Management and illustrate to them the economic 
worth of their decisions. 

The Cost Accountant must be able to assess future costs, as well as past 
costs. In short, he must assume the role of “Plant Economist.” This type 
of cost is entirely different from financial and production costs, and many 
items which do not appear in the latter must be included in the former. 


Economic STupIEs 


The purpose of any economic study is to assess the desirability of adopting 
any particular purchase policy. In commercial organisations its value lies in 
those decisions which principally involve the replacing of Plant and Machinery, 
or in purchasing machines to perform operations formerly carried out by hand, 

Many questions enter into these discussions, but usually the primary 
question is: Can the p:..chase be justified? If so! “How?” 

Two aspects would satisfy these questions: (a) Profits, and (b) Savings. 
These terms are not synonymous, as may first appear. 

By Profits is indicated a greater return per unit of production, or if measured 
by the time function, a greater return per day, year, or other period. 

By savings is meant a lower cost per performance of operations, This 
latter aspect may easily become part of the former, but not necessarily so. 

When any such study is being made, it is important to determine what 
costs are to be included. As already indicated, economic costs are not neces- 
sarily accounting costs. Often when the purchase of a new machine is being 
made, the savings to be effected are assessed somewhat as follows: 


Present Costs: Labour hours, 210 @ 10/- = £105 0 
Overhead, 50% on labour = 52 10 


0 

0 

£157 10 0 

Proposed Costs: Labour hours, 190 @ 10/- £95 0 O 
Overhead, 50% on labour 0 

0 


47 10 
£142 10 


Savings arising from new machine, £15. 


This reasoning is fallacious because overhead expenses may or may not 
vary in the same proportion as before. 

If a new machine is going to increase fixed charges, it is not going to result 
in any substantial savings. Before any purchases are made it is necessary 
to analyse the proposed costs. It can quite easily be found that the purchase 
of the machine is economically unsound. I have in mind an example which 
is worthy of quotation. 

In a certain factory it was decided that a new machine should be purchased 
to replace several others in a Cost centre. This factory had four machine 
cost centres; some work passed through all centres, but other work passed 
through only some of the centres. 





. 
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When the machine was purchased, the principal savings effected were the 
variable expense of labour, and the fixed expense of Rentals. The former 
expense related only to the work which passed through this centre; other 
work was not affected by such savings. It was found, however, that the 
costs of other centres had increased, and this illustration shows why this 


happened : 
Data: 


Basis Distribution: Area, Sq. ft. 
Rentals, £1,000. Floor Space, 800 sq. ft. 


Old Method: 
Machine 
Centre . ee Fixed Cost 
£125 
£250 
£250 
£375 


£1,000 


New Method: 


New Machine Purchased for No. 2 Centre. Saving in area, 100 sq. feet. 


(1) (2) (3) (4) 
Machine Area Fixed Idle 
Centre Sq. Ft. Costs Space Total 
£ £ 
125 17-8 142-8 
125 17°8 142°8 
250 35°6 285°6 
375 53°8 428°8 


x. Idle Space 125 — 
£1,000 125-0 £1,000-0 


Column (4) shows the distribution of idle space, which is based upon the 
floor space occupied by each centre. It will be seen that while the new 
machine effected considerable savings in Fixed Costs in Centre 2, each other 
centre when allocated a share of idle space, had its fixed costs for rental 
increased. Thus jobs in these centres bore part of the costs of the new 


machine. It is doubtful if the purchase of this machine was economically 
justified, even though it replaced several machines and men. 
It would, therefore, appear that further studies should be undertaken to 


ascertain the effect of new methods. 
The analysis should endeavour to include all factors which will be likely, to 


affect the operations. Two methods used are described.1 The methods seek 
to show: 


(a) The Annual Savings, and period within which such saving will pay 
for the additional expenditure incurred; and 


(b) The amount that the proposed machine will save. 
The basic data used in this illustration is: 


1. N.A.C.A. Year Book, 1941, p. 210. 
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Present Method: Moulding operation by hand. 


Labour: 2 men, employed at 10/- per hour. 
Hours: 8 per day, for 280 days per year. 


Proposed Method: Machine to perform moulding operation. 


Labour: 1 man, employed at 7/- per hour. 
Hours: 2 per day, for 280 days per year. 


Cost of Machine: 


Initial Cost .. oa 
Installation Costs .. .. : 
Other necessary equipment .. 


Present costs of operation are computed thus: 
Labour: 16 man-hours X 280 X 10/- = £2,240. 


Proposed Costs: 
Fixed: 
Depreciation 10% .. .. . 
SS ESP are ae ee 
Interest on Capital 5% .. . 
Maintenance, etc. .. ‘ 
Total Annual Fixed Costs .. .. 


Variable: 


Labour: 280 K 2 X 7/- .. .. «. 
SS ae es ee eee Ra ee en ale 


Total Variable Costs .. 
eee Ge 6c. Ga A Se a GS 


Annual Savings: (£2,240 — £626°50) = £1,613-50. 


In order fully to appreciate the savings effected it is necessary to consider 


its relationship to the total investment. 
In the above example the savings effected would pay for the new machine 


in a period of 1:325 years. (£2,140 + £1,613-50.) 

A further test that may be applied is that the total cost of the machine 
should be depreciated over the repayment period, e.g., 2 years. This analysis 
is computed as follows: 

(1) Cost of Present Method .. .. .. .. £2,240 

(2) Cost of Proposed Method: 
(a) Depreciation 50% .. .. .. .. £1,070-00 
(i) Ememramce .s 2c oc ce co ov 336° 38 
Ce) Eutepest SF .. 0c cc ce oe 82-00 
(d) Maintenance .. .. 0. oo oo o 50-00 
[> BMOEP 2c «0 0s 04 05 08 196-00 
CED DOE co 6s 4s 00 eo, 00. «0 74:00 


Tetel Comte’... .c « « SLES 
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Savings equal £731-62 in addition to paying for the machine in two po. 

The calculation of interest is worth noting: 

Cost: £2,140 at 5% for 560 days out of 730 (2 years). 

It will be appreciated that interest is charged only for the period of the 
operation of machines. This interest on capital invested is not in the true 
sense an operating cost, but may be classed as an economic one. Its inclusion 
is justified by the fact that if the machine had not been bought, the money 
would be invested elsewhere. 

The position of the Cost Accountant in assisting to compile these costs 
cannot be disputed, as he is able to formulate the necessary data between 
present and proposed costs. 





Banking Policy and War Finance 


By J. R. BALLANTYNE, A.1.C.A., A.C.A.A. 


In Australia the financial system consists of the Commonwealth Bank, 
which is the publicly-owned central bank, the trading banks, the savings 
banks and a number of other institutions. 

The Commonwealth Bank “regards the main central bank objectives as 
the regulation, within the limits of its powers—both statutory and practical, 
of (a) internal credit, and (b) the external value of the currency.” In a 
memorandum submitted to the Loan Council in March, 1939, the Bank used 
the following words: “The business of the central bank is to regulate the 
supply of money, to increase it when it is short, and reduce it when it is 
excessive and when it is tending to cause over-competition for the resources 
available in men and equipment.” 

Banking policy is one of the important determinants of fluctuations in 
business activity, of national income, and of the revenues and expenditures 
of Governments. No Government can absolve itself from the ultimate 
responsibility for banking policy. 

It is not to be expected that a Government, in practice, will make its 
financial policy conform closely to banking policy. In case of fundamental 
disagreement, after full discussion, the Government must assure the central 
bank that it can, and will, carry its policy through Parliament. The bank 
should then give way. 

It should be noted that there is danger of abuse in this arrangement, 
suggested by the Banking Commission. To promote the task of maintaining 
internal economic stability, the bank should be endowed with sufficient 
powers to make its pclicy effective. Responsibility for policy rests with the 
central bank, but the functions of the trading banks are so important that 
they should have ample opportunity of stating their views and discussing 
policy with this bank. 

EXCHANGE RATE 

To ensure a reasonably stable exchange rate, the central bank must be 
able to exercise some control over. the investment policy of the other banks. 
The central bank has three main weapons by which it can impose its will 
upon the trading banks. These are: 

(a) A rise in the rate of interest, 

(b) The purchase or sale of securities or other methods of varying the 

credit base, and 

(c) The variation of the rate of exchange. 

Although all these are possible, under Australian conditions they may not 
be very effective, for the following reasons: 
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(1) A rise in interest rates does not always check speculation. Moreover, 
a rise in interest may conflict with other public policy. 

(2) Selling securities has a limited use. Not only is the market narrow, 
but the trading banks allow themselves to vary their cash reserves 
between such wide limits that a moderate loss of cash might have no 
effect on their credit policy. 

(3) Large movements of the exchange rate are ruled out, except in times 
of great emergency. Small movements do not cause international 
movements of funds in the case of Australia with its much less 
specialised money market. 


War EXPENDITURE 


The methods by which the Government can obtain the money for defence 
are these three only: 


(i) Taxation. 
(ii) Public loans. 
(iii) Loans by the central bank. 


Three questions arise in considering increased taxation as a means of 
financing war expenditure. They are: 

(a) The effects upon enterprise and the general level of employment. 

(b) The effects upon saving. 

(c) The extent to which any contraction of taxpayers’ demand releases 

real resources which are appropriate to the needs of war. 

When'the Government, by one or other of the means available, renders 
the employment of certain real resources in private industry impossible, the 
whole finaricial problem is changed. Fiscal measures become not the instru- 
ment to transfer resources to war work, but mere ancillaries to direct 
Government control. 

Two opposing views on borrowing to finance the war are: 

(1) Borrowing from the Commonwealth Bank implies “inflation.” 

(2) Borrowing from the public and the banks places a burden on public 

finances. 

The fundamental point is that whatever currency or banking policy is 
followed, a rise in prices will not take place until Government and public 
together attempt to purchase more than is available of certain goods and 
services and bid against each other by offering higher prices. 

The principle of finance during the last war was that the Commonwealth 
Treasury advanced money to the banks, in order to borrow it back again at 
a slightly higher rate of interest. The Commonwealth Treasury then spent 
this money and borrowed it back again, thus repeating the cycle. 

Exchange control by the Commonwealth Bank was obtained in two steps, 
one just before and the other a fortnight after the outbreak of war. The 
first step was to restrict sales of sterling and foreign exchange to approved 
dealings. The second step was the introduction of a licensing system for 
exports, giving the Commonwealth Bank control over the sterling and foreign 
exchange obtained from the sale of exports. Two reasons for assuming 
this control were: 


(1) London funds of the Australian banking system, which were reduced 
considerably in the years 1937-39, were not high enough at the 
outbreak of war to withstand a flight of capital. 

(2) The prevention of the export of capital is part of the technique by 
which the Government can ensure that its internal loans will be fully 
subscribed by the public. 
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In November, 1939, the Acting Treasurer described the Government’s 
financial policy as a “balanced programme of taxation, borrowing from the 
public and borrowing from the banking system. The balance between these 
three methods of finance must change from time to time and the determining 
factors will be largely economic.” 

Government revenue and expenditure since the outbreak of war is set 
out in the following table: 


TasLteE A—(Z£A. Million) 
REVENUE EXPENDITURE DEFICIT 


Financial Treas. 
Year Tax Other Total War Other Total Loans Balces. Bills Total 
1938/39 .. .. 74 21 95 9 685 94 (Surplus) 1 
1939/40 .. .. 90 22 112 55 85 140 28 28 
1940/41 .. .. 125 25 150 170 84 254 101 104 
1941/42 .. .. 180 30 210 320. =:101 421 127 78 211 
a 37 267 562 108 670 215 179 403 


Estimate 
1943/44 .. .. 273 39 3i2 570 145 715 300 103 403 


1942/43 and 1943/44 revenue and expenditure exclude the anticipated 
payment to the States for tax reimbursement grants (£33m.). 

War expenditure last year included £59m. for reciprocal aid (the counter- 
part of lend-lease) which is expected to reach nearly £100m. in this year. 


WakR-TIME BANKING 


The Government’s policy for war-time control of banking was embodied 
in regulations issued in November, 1941, and February, 1942. 

The trading banks are obliged to follow the policy of the Commonwealth 
Bank in making advances, and are prohibited from purchasing Government 
Securities, Semi-Government or Municipal Loans or Securities listed on the 
Stock Exchange without the consent of the Commonwealth Bank. Further, 
their surplus investible funds—roughly the increases in Australian deposits 
since August, 1939—or as much thereof as the Commonwealth Bank 
demands, are to be lodged with the central bank and cannot be withdrawn 
without permission. Interest (maximum rate 15/- per cent.) is paid on funds 
so deposited, but the rate is regulated to ensure that trading profits of a 
trading bank do not exceed its average annual trading profits for the three 
years to the end of August, 1939. 

Liabilities and assets within Australia of the nine trading banks are set 
out in the following table: 


TasLtE B—(Z£A. Million) 
DEPOSITS 


Weekke Bearing mn 4 
4 Interest 8 
Figures Interest 


me ....: .- .. 121-6 
aoe 142-1 
Ml... «ss. 6S 162-6 
aaa 201-4 
1943— 

Mee ic ices OS 274:5 
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ASSETS 
Coin, Special 
Bullion, Government War-time : 
Average Notes and Treasury and Deposits or 


Weekly Cash with Bills Municipal with ; 
Figures C/wealth Securities C/wealth Discounts 


Bank Bank 


a Ee 33°8 23:2 
BED we on. 0% 41-5 39°7 
BE ws we wa 41-3 41-0 
BPE 6 0% 49 44°8 46:9 
1943— 

eee 39-2 60-0 


290°7 

283-6 

7 280°4 
39-3 262°1 


wn & do 
GSS8 
Co 00 te 


“I 
-, + 
_— 


124-1 235°9 


Trading bank profits represent slightly more than 4% on shareholders’ 
funds since the war began compared with 53% in 1936 and 14-3% in the 
five years 1915-1919. 

In March, 1942, the Commonwealth Bank fixed maximum rates of interest 
on bank fixed deposits and overdrafts, Savings Bank deposits and some 
other types of transactions. In general the rates fixed provided reductions 
of existing rates. 

In February, 1943, the Treasurer referred to two serious dangers in the 
existence of a large amount of excess spending power in the hands of the 
public. They are: ‘ 

(1) If unrestricted it would compete against the Government. 

(2) It may force a strong and continuous rise in prices. 

The balance of finance required to pay for war services—after exhausting 
taxation and public borrowing—is being provided by Treasury Bills. The 


following table shows the position of the unfunded debt. 


TABLE C 


Treasury Bills and Short Term Debentures at November 30 
(£A. Million) 


AUSTRALIA LONDON 
C/wealth. States Total C/wealth. States Total 
Fae oo 55 55 5 29 34 
eee 39 48 87 4 29 33 
es tein Sk: ee 174 44 218 4 29 33 
ee 341 39 380 4 29 33 


A policy of restriction on advances to industry and private persons was 
laid down with periodic inspections to see the plan was carried out. From 
the outbreak of war to October, 1943, deposits with the trading banks have 
increased by £164m., while £53m. have been worked off advances. Of the 
money made available by both these movements £119m. has found its way 
to the Commonwealth Bank, from where it has passed to the Treasury, 
£41m. has been invested in Treasury Bills and £56m. added to Government 
and Municipal securities. 

The note issue in November was £156m., of which £138m. was in the hands 
of the people, whereas about £32m. was usual prior to war. The next table 
shows London funds of the Commonwealth Bank at £85m., the highest 


since war began. 
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TABLE D 
Commonwealth Bank—Note Issue Department and General Banking 
Department 


(£A. Million) 


LIABILITIES 
Deposits 
including 
other banks’ 
balances with 
C/wealth Bank 
87-4 
114-2 
117-1 
174°8 


os nats Notes in circulation 
rs) held by: 


Weekly 
Public Banks 


Figures 

moe .. 34:8 14-6 

1940 .. 44°5 13-9 

1941 54-6 14:2 

1942 86:7 15-3 

1943 
September .. 
October . 


November 


Total 
49-4 
58-4 
68°8 

102-0 


282-9 


290°6 
298°9 


148-9 
153-8 
156:0 


15°5 

15:4 

17:6 
ASSETS 


133-4 
138-4 
138-4 


Average 
of 
Weekly 


Sterling Reserve 
and Money at 
Short Call in 


Government and 
Other Securities 
(including 


Discounts 
and 


Advances 
17-4 
32-3 


22:4 


Treasury Bills) 
99-2 


London 
33°3 
61:9 
65:7 
62°8 


Figures 

1939 .. 

1940 .. 

1941 

1942 

1943 
September .. 
October . 89-6 
November . 85°3 


Commenting in February, 1943, on the Treasury Bills issue, the Treasurer 
said: “If the previous practice of allowing banks to subscribe to war loans 
had been followed it is likely that something like £100 million of loans from 
banks would be in place of a like amount of the present Treasury Bill issue. 
A considerable part of the banking loans would have represented general 
savings by the public or banking funds set free by the restriction of civil 
industry. Obviously this part of the loans would not have been inflationary. 
It follows that the corresponding amount of Treasury Bills which have taken 
their place are also not inflationary. The volume of Treasury Bills cannot 
therefore be taken as measuring inflationary forces.” 

The next table shows a comparison between banking ratios in the two war 
periods. 


TABLE E 


Australia 


85:6 


All Cheque Paying Banks (excluding Commonwealth Bank) 


RATIOS 
Advances to 
Total 
Deposits 
70°5% 
77°5% 
69:8% 
73°8% 
83:7% 


Interest-bearing 
Deposits to 
Total Deposits 


55:9% 
54:0% 
53:4% 
52°4% 
54:0% 


Quarter 
ended 

June 30 
1915 . 
1916 .. 
ray ss 
1918 .. 
1919 . 
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Quarter Interest-bearing Advances to 
ended Deposits to Total 

June 30 Total Deposits Deposits 
ae 62:6 % 90:6 % 
ee 46-46 we wa 60°4% 81:9% 
_, ae eee 56°7 % 77°5% 
SE sed. ee iw we 49:8% 69:°8% 
Dee 66 «6 ae ot 43:2% 53:7 % 





Legislation was enacted in March, 1943, setting up a mortgage bank 


department of the Commonwealth Bank. 
Up to June 30, 1943, the total cost of the present war was £1,107m., 


provided as follows: 









£m. 
ED en. ee oe we ae 40: on 363 32°8% 
Dt ts Geist ae ve oe «0 «6 474 428% 
0 Se 259 23°4% 
Temporary use of Treasury Funds 11 1:0% 






1,107 





100-0% 







In the six months ended December 31, 1943, expenditure totalled £281-6m. 
The new war debt (£73lm. at June 30 of last year) is almost entirely an 
internal debt and the payment of interest, while necessitating a transfer of 
funds within the country, does not reduce the income of Australia as a whole. 

In his last budget speech the Treasurer referred to the danger of Treasury 
Bill finance which “builds up new purchasing power in the hands of the 
public at the very time when the Government is acquiring for war purposes 
an increasing proportion of the productive resources normally devoted to 
civilian use.” 

Aggregate debt of Commonwealth and States at June 30, 1943, was 
£2,006m. (nearly £300 per head), compared with £1,295m. four years earlier. 



















Truth in Accounts? 


Sensitive souls who are-mindful of the niceties of the English language 
are prone to shudder at the use of the word “same” as a substantive. 

Presumably many accountants and lawyers are not so susceptible, for the 
use of the word in this way is a commonplace in accounting reports and legal 
documents. 

Even Mr. A. P. Herbert’s war on jargon has apparently made little 
progress in this instance. 

But accountants may be expected to respond readily to any suggestion 
for the avoidance of possibility of error in their reports. Perhaps, then, if 
it can be shown that there is danger in the use of the word, that may be a 
more convincing argument than one founded on more academic grounds. 

Recently a Government department received a set of accounts accompanied 
by the following audit report: 

“We certify that we have audited the books, accounts and vouchers of 
.... for the year ended... . and that, in our opinion, some are correct.” 

If “they” had been used instead of “same” it would have been better 
English, and such an unfortunate typing slip would have been unlikely. But 
was it a slip? 
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The Consolidated Statement of Assets and Liabilities. |. 
By G. E. FitzGEratp 


Several years’ experience with students leads me to believe that there is 
no aspect of Proprietorship Accounting that presents greater difficulty to 
the student, and probably also to the practitioner, than Consolidated State- 
ments. 

With some the principles may be well known and with others they are 
imperfectly understood; but the application of those principles in the 
examination room produces some astonishing results. It is obvious that 
considerable experience in their application is necessary to acquire the 
familiarity that is the basis of a sound knowledge. 

By the consolidated statement of assets and liabilities is meant the 
presentation of one statement amalgamating the assets and liabilities of the 
Holding Company with those of its subsidiaries, and showing separately the 
value of the interests of the outside shareholders in the assets presented in 
the statement. 

An analogy is found in the combined balance sheet of a head office and its 
branches, in which the separate assets and liabilities of the branches are 
added to those of head office, but some adjustments which arise in the 
preparation of the consolidated statement do not arise in the preparation of 
such a combined balance sheet. 

The consolidated statement is prepared for the purpose of supplying the 
shareholders of the Holding Company, in as concise a form as possible, with 
more complete and correct information than would be available to them from 
the examination of the separate balance sheets of all the companies. 

In the amalgamation of the figures, the minority interests must, of course, 
be shown, but the figure at which these are presented does not represent any 
particular assets or liabilities, but merely an adjustment figure. 

It is not proposed in this article to discuss the advantages and disadvantages 
of the consolidated statement, nor to consider all the principles relating to its 
preparation,’ but merely to demonstrate the treatment of some aspects which 
present difficulty to most students. For this purpose the following simple 
question set at a recent examination will be considered : 

“Major Limited acquired 80% of the issued shares in Minor Limited for 


£18,000. 
At the date of acquisition, Minor Limited balance sheet was as under: 


Liabilities .. .. .. .. .. £9,000 Current Assets .. .. .. £10,250 
Provision for Taxation .. 3,000 Fixed Assets .. .. .. .. 16,250 
Paid-up Capital .. .. .. 10,000 Goodwill .. .. .. .. .. 4,000 
ere eS ee 3,000 
Profit and Loss Appro- 

priation Account 


£30,500 


Immediately afterwards,.Minor Limited declared and paid a dividend of 
20%. 
A year later the balance sheets of the two companies were as follows: 


1. See The Australian Accountant, Vol. V, p. 187, Vol. VII, p. 85, and Vol. XIII, p. 342, for 
discussion of 
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Major Limited Minor Limited 
Liabilities .. 0 £33,200 £4,500 
Provision for Taxation Bataan” sete 8,000 3,500 
Inter-company Indebtedness .. 2,250 
Paid-up Capital . wi 100,000 10,000 
Reserves .. . ‘ 13,500 4,000 
Profit and Loss ‘Appropriation “Account , 19,300 6,000 








£30,250 








£174,000 











£4,500 








Stocks on Hand .. .. ...:. £34,000 







Other Currents Assets .. .. .. .. .. os 42,400 5,250 
Inter-company Indebtedness .. .. .. 2,500 
Shares in Minor Limited .. .. .. .. 16,400 
Fixed Assets .. —— 68,700 16,500 
EE ea) ie Ad See om 10,000 4,000 












£174,000 £30,250 










The stocks held by Minor Limited were all purchased from Major Limited. 
Their cost to Major Limited was £3,000. 

Prepare a Consolidated Statement of Assets and Liabilities eliminating 
the effect of inter-company dealings.” 

From an examination of these balance sheets the following information is 
obtained : 


1. Cost of Shares in Minor Limited 

The net cost of these shares has been written down from £18,000 to 
£16,400 by the receipt from Minor Limited of the dividend of 20%. This 
is necessary as the current assets of Minor Limited are reduced through 
payment of the dividend, and reduction of the assets must be reflected in a 
reduction of the value of the shares. We may state this another way by 
saying that Major Limited has realised portion of the investment and this 
must be recorded by a reduction in the asset account. 


2. Inter-company Indebtedness 

The second balance sheet of Minor Limited shows a liability to Major 
Limited of £2,250, but the corresponding asset shown by Major Limited is 
£2,500. This variation is obviously due to preparation of the balance sheets 
at different dates, so that the transactions occurring after the date of the 
first of these are taken into account by one company but not by the other. 
No other explanation is possible. The difference of £250 must therefore be 
carried into the consolidated statement on the assets side as a suspense item, 
“Variation due to different balance dates.” 
3. Profit earned by Minor Limited since acquisition of the shares 

by Major Limited 
This is ascertained as follows: 


























Reserves one year after acquisition .. .. . _ £4,000 
Profit and Loss Appropriation Account one , year after 
acquisition . ie 6 4% 6,000 











Total Accumulated Profits after one year .. £10,000 
Less Accumulated Profit at commencement of year, after 


allowing for dividend paid thereout— 
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Reserves as per first Balance Sheet .. .. £3,000 
Profit and Loss Appropriation Account as 

per first Balance Sheet .. .. .. .. .. + 5,900 

£8,500 

Less Dividend of 20% paid thereout .. .. .. 2,000 


ete GN BONE oc. os 00 66 06. 00 He 46 00 06-68 08 


Of this amount 80% or £2,800 is the holding company’s share. 

Before preparation of the consolidated statement consideration of the 
following additional adjustments is necessary. 

1. The amount to be considered as goodwill arising from the purchase 

of the shares in Minor Limited. 

2. Adjustment of the unearned profit on stock purchased by Minor 
Limited from Major Limited and included in the subsidiary company’s 
balance sheet at an amount exceeding the cost to the parent company. 

3. Calculation of the interest of minority or outside shareholders. 

With regard to the first, the amount to be considered as goodwill is the 
difference between the book value of the investment by Major Limited in 
shares of Minor Limited and the amount of the net tangible assets backing 
for those shares. 

The question indicates that 8,000 shares were purchased for £18,000. The 
net tangible assets of Minor Limited at the date of purchase are: 

er re ni 
I od gs. Goat Sew les ee Led ee 16,250 


Total Tompute Assets .. 2. ss se ce os £26,500 
Less Liabilities . ; 
Provision for Taxation .. 3,000 
12,000 


Net Tangible Assets .. .. .. «2 «+ «2. £14,500 


Goodwill attributable to the purchase is therefore: 
Purchase price of 80% of shares .. .. £18,000 
80% of Net Tangible Assets (£14, 500) . j 


Goodwill attributable to purchase .. .. .. £6,400 


The value of the net tangible assets may also be ascertained in another way, 
i.e., by taking: 
Pe CEE na-«s ca se'as ss os oe OD 
Reserves .. .. ' 3,000 
Profit and Loss “Appropriation Account . 5,500 


ee 2 6.5 54 00 a0 ue 0< bs 18,500 
i ca oe Seu 6 an Re oo: de 4,000 


Net Tangible Assets .. .. .. «ss oe «- £14,500 


Once the goodwill due to the purchase has been established that amount 
will be carried into all subsequent statements, unless either— 
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a. Goodwill in the subsidiary company’s balance sheet is written down, 
or 

b. The value of shares in the subsidiary company is written down in 
the books of the holding company, otherwise than in consequence 
of a refund of part of their cost by the subsidiary company. 


Adjustment of the Unearned Profit on Stock obtained from Major Limited 

As the stock of Minor Limited has been purchased from Major Limited 
for an amount which is £1,500 in excess of cost to the parent company 
it is obvious that so far as the consolidation is concerned the Profit and Loss 
Account of the parent company includes a profit on goods which are still 
unsold. The holding company, however, is now interested in only 80% 
of this stock, as the balance represents the interest of the outside share- 
holders. An adjustment is necessary, therefore, in respect of £1,200 (80% 
of £1,500) unearned profit which must be deducted from the value of stock 
on hand and also from the balance of Profit and Loss Appropriation Account 
of the holding company. 


Calculation of the Interest of Outside Shareholders 
So long as 20% of the shares are held by outside shareholders, their 

interest, at any date, will be 20% of the net tangible assets at that date. In 
this instance the calculation is: 

Paid-up Capital .. .. .. .. .. £10,000 

I ns GA a6 oe. 66. oe cee 4,000 

Profit and Loss Appropriation 

SU os 3 is: ha Se me 6,000 

—— £20,000 
ee 4,000 


Net Tangible Assets .. .. .. 2. +020 +. #16000 


20% thereof = £3,200. 
We are now able to redraft the balance sheet of Minor Limited in 
preparation for the consolidated statement. This would appear as follows: 
Sundry Liabilities . .. .. £4,500 Stock on Hand . £4,500 
Provision for Taxation .. 3,500 Less Provision 
Inter-company Indebted- for Unearned 
Ee a ae | eee 1,200 
Minority Interest .. .. .. 3,200 £3,300 
Major Limited— Other Current Assets . .. 5,250 
Capital Investment . .. 16,400 Fixed Assets .. .. .. .. 16,500 
Share of Profit £2,800 Goodwill, being the excess 
Less Unearned of cost price over the 
Profit on net tangible assets back- 
a. ««.. Oe ing of shares held by 
1,600 Major Limited .. .. .. 6,400 


£31,450 £31,450 


On consolidating the balance sheets “Major Limited—Capital Investment” 
cancels out against “Shares in Minor Limited” appearing in the balance 
sheet of Major Limited, while “Inter-company Indebtedness” cancels out 
except to the extent of £250, the suspense item referred to previously. The 
consolidated statement is as follows: 
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Consolidated Statement of Assets and Liabilities (incorporating 
the Balance Sheets of Major Limited as at and Minor 
Limited as at 
Assets— 
Stocks on Hand .. . 
(Major L imited 34,000 
Minor Limited 3,300) 
Other Current Assets .. .. 
(Major Limited 42,400 
Minor Limited 5,250) 
een er Es Sas Wa ew Wks ae ee ee ee 84,950 
Fixed Assets .. .. ee ee ewe ee ee ey 85,200 
(Major Limited 68, 700° 
Minor Limited 16 — 
Goodwill .. .. A le! or ee ae ee 16,400 
( Major Limited 10,000 
Minor Limited 6,400) 
Suspense (being the net variation in balances of inter-company 
accounts, due to different balance dates) 


Liabilities— 


Sundry Liabilities .. . 
(Major Limited 33, 200 
Minor Limited 4,500) 
Provision for Taxation .. 
(Major Limited 8,000 
Minor Limited 3,500) 
Total Current Liabilities .. .. Ser ee 49,200 
Outside Shareholders (being the amount ‘attributed to shares 
of Minor Limited not held by Major Limited) . “4 3,200 
Paid-up Capital (Major Limited) .. .. .. .. .. 100,000 
Reserves (Major Limited) .. .. .. Sor was ta ae 13,500 
Profit and Loss Appropriation Account Te a 
(Major Limited 19,300 
Less Unearned 
Profit 1,200 


: 18,100 
Minor Limited 2,800) ————— 
eee mememcneees Fes cw 6c 6s se as 00h ee We oS Oe 134,400 


£186,800 


Probably this solution will not be accepted by all students and coaches, as 
some will prefer to show goodwill in the consolidated statement at £17,200 
and outside shareholders at £4,000 on the ground that the minority interest is 
incorrectly stated at £3,200. 

The difference is due to the treatment of goodwill appearing in the 
balance sheet of Minor Limited. On this point there is an absence of 
unanimity among authorities, and examiners do of course accept either 
solution. This is not of vital importance, but the treatment adopted here 
is preferred for several reasons. 
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By: purchasing shares in a subsidiary company, the holding company 
acquires a proportionate interest in the .net tangible assets, which for purpose 
of convenience in this example are accepted at book value, plus a share of 
goodwill. 

The accepted method among accountants for ascertaining the amount of 
goodwill on the purchase of a business is to take the difference between the 
value of the net tangible assets and the purchase price, and there appears 
to be no valid reason for departing from this principle when only a majority 
interest in the business is purchased. 

The criticism that the interest of the minority shareholders is incorrectly 
stated is weak, because the consolidated statement is not eae for their 
information, nor is it of any assistance to them. 

If goodwill is shown at cost to the holding company, as in this solution, 
the information is useful to the shareholders as it enables them to ascertain 
what amount of their investment is represented by this intangible asset. 
This cannot be done if the alternative method is applied to a consolidation 
including more than one subsidiary. 

The retention of goodwill among the assets of the subsidiary may be 
justifiable in certain circumstances, but the universal adoption of this method 
may produce some strange results, as for example on the purchase for 
£80,000 of 80% of the shares in a company whose balance sheet shows: 

Net Tangible Assets .. .. .. .. .. .. .. .. £100,000 
Goodwill .. .. .. ne on 20,000 
If we do not eliminate goodwill the Siena statement will show: 


Net Tangible Assets .. .. .. .. .. .. .. .. £100,000 
DTG es. do oh 06 pe @acbei oe a6 ae ov 20,000 
and on the other side: 
Minority Interest .. .. . .. .. £24,000 
Capital Reserve or Share Premium Reserv ae 16,000 
The purchase price may even have been fixed at £80.000 because goodwill 
was considered valueless, but in any case it would be difficult to justify the 
retention of goodwill and the raising of a Capital Reserve. 
If we eliminate goodwill the consolidated statement will show: Net 
Tangible Assets £100,000 and on the other side Minority Interest £20,000. 
An interesting treatment of goodwill arising from the purchase of a 
subsidiary company’s shares is to deduct the amount from any accumulated 
profits appearing in the consolidated statement. This method is adopted by 
some Australian holding companies, and there is much to commend it. 


Book Review 


“No Roval Road—Luca Pacioli and His Times” (Chapel Hill), by Professor 
R. Emmett Taylor. xx + 445 pp. $4 (American), £1/12/- (Austra- 
lian). 

A Franciscan friar, Luca Pacioli, who became the first great teacher of 
mathematics in the Courts and Universities of Renaissance Italy, is the 
central figure of this study. 

Pacioli, as presented by Professor Taylor, is an unobtrusive but vital 
figure, moving in his friar’s habit through the brilliant pageant of his times, 
a friend of Popes, Cardinals, Princes, Artists, Soldiers—always restless, 
probing, keenly observant, interested mainly in “digging up old material on 
mathematics and putting it in shape for the use of modern students.” 

Of particular interest to accountants is Professor Taylor’s chapter entitled 
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“The Summa: His Sublime Work.” In the course of this chapter, the 
author, a professor at the University of Cincinnati, says: “Pacioli had an 
appeal that was lacking in most writers. He had the common touch. In his 
book he turned away from the scholars and directed his voice to the public, 
and the public heard.” In another paragraph the statement is made that 
“the arithmetics that preceded the ‘Summa’ were elementary and brief and 
were lacking in scientific character.” In addition Professor Taylor informs 
his reader that, “Besides business arithmetic, the latter part of the book 
contains information on exchange and interest, the matter of the alloying 
of precious metals for minting, the section on single and double entry book- 
keeping, and a variety of practical questions and problems. The section 
devoted to algebra is the first instance of that subject’s being undertaken in 
the vulgar tongue. The portion on geometry is the first rendering of that 
subject into Italian.” 

Further, Professor Taylor has pictured, as Pacioli knew them, the student 
life of universities ; the thronging streets of cities; the quiet monasteries and 
churches where painters worked on pictures later to become famous; the 
public squares where a peculiarly violent type of football was played; the 
libraries which princes collected and scholars frequented. 

This volume is particularly valuable to the student of accounting research 
because Professor Taylor has included in his monumental work newly trans- 
lated portions of Pacioli’s “The Summa,” “The Divina,” “The Euclid” and 
others. 

An outstanding conclusion reached by the author is that although. Pacioli 
did not invent the double entry system of bookkeeping, he was the first 
to write it down and publish it. Apparently there were two editions of “The 
Summa,” one in 1494—a copy of which is in the possession of the Newberry 
Library of Chicago—and the other in 1523—a copy of which is owned by the 
Library of the University of Michigan. 

This well-illustrated, magnificently produced volume is thoroughly reconi- 
mended. 


R. E. MASKELL. 
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